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Problems in Adherence to
Generally Accepted Accounting Principles
(A study of Three Creameries)
By: Nancy J. B. Lawson, B.S., M.B.A.

How valid is the information provided by
accounting records? A recent study and com
parison of accounting problems according to
size of firm in a given industry1 provides some
interesting information of this subject. The
three companies chosen for a comparative
study are alike in only one major aspect—they
are all members of the California dairy in
dustry.
Creamery A, a processing and distributing
company, is organized on a partnership basis.
The sales area covers most of northern Cali
fornia and part of southern Oregon. The area
being serviced is almost a circle, with an aver
age seventy mile radius from the plant. The
creamery has one main office and one branch
office. The office staff consists of two book
keepers, one is part-time only, and one of the
partners, who acts as manager of the creamery.
Creamery B is a corporation which was
created specifically to handle the distribution
of the milk products processed by the proces
sing corporation P. The unusualness of the
business structure involved is brought out
when it is learned that P was formed specifi
cally to lease the land and buildings necessary
for milk processing from a partnership of three
people. However, since the membership of
the original partnership, along with some addi
tional members of their respective families, are
the sole holders of the capital stock of the
corporation, and the three partners remain the
driving force behind the unified business to
day, there is no actual difference between B
and the other two companies, except the super
ficial legal one.
The main delivery, i.e., marketing area, for
B is within a fifty mile radius of its plant, in
the north central part of California. B has one
branch office, also. All of the employees of B,
twenty-three in number, are operating em
ployees. It is on the payroll of P that the
office staff members are listed, of which there
are eleven.
Creamery C is one of the top three American
companies which handle dairy products, and
has interests in a wide variety of other prod
ucts. The D branch of creamery C is only one
of the four units in operation in the state of
California. Each of the branches within this
1Lawson, N., “A Comparative Study of Account
ing Methods in Three Creameries,” (Berkeley, U.
C. School of Business Administration, 1959).

state has been incorporated under one legal
framework. A degree of independence exists
among each of the units, however. Each is
allowed to maintain the accounting records in
the fashion desired. Branch D is in charge
of thirteen sub-branches in about a twenty
square mile area. It services the sub-branches
by maintaining the entire record keeping sys
tem needed. The office staff consists of ten
employees, controlled by an office manager.

THE COMMON PROBLEM
These three creameries, one a small partner
ship, one a large corporation, and one a me
dium sized mixture of the two, were found
to have many problems, some similar and some
dissimilar; some important and some concern
ing details. One common major problem was
the difficulty of adherring to generally accepted
accounting principles. Although all three com
panies had this difficulty, the areas of disgression were dissimilar. Therefore, a brief de
scription of parts of the accounting systems and
procedures used in each firm will be necessary
for an understanding of the problem and of the
conclusions.
COMPANY A
The basis of maintaining the accounting
records is stated to be the cash basis of ac
counting. Four records of original entry are
used: a cash receipts journal, a disbursements
journal, a general ledger, and a private ledger.
The cash receipts journal is essentially a two
column record, with columns for sales and mis
cellaneous, respectively. Following the prin
ciple of the cash basis of accounting no column
exists for accounts receivable payments. At the
time of collection, no acknowledgement is
made for the liability for sales taxes due on re
tail type sales made to taxable buyers, of
which there are a few.
No formal record in the general ledger is
provided for that category of assets known
as Accounts Receivable. However, a complete
file is maintained, alphabetically by customer,
of the sales slips representing merchandise
sold on credit to the jobbers and to the whole
sale trade.
There is one note receivable upon which
monthly payments are recorded by journal
entry.
(Continued on page 10)

(Continued from page 7)
Inventory is given no formal recognition by
Company A, although, this item is determined
monthly for the preparation of the profit and
loss statement. Perpetual inventory records are
actually maintained for two items: fluid milk,
and ice cream. In establishment of a dollar
valuation for the physical quantity of fluid milk
and ice cream on hand at the end of the
month, consideration is given only to two
items: the raw material value (which is for
raw fluid milk delivered during the month),
and the charge for labor. All indirect expense
items are considered to be period charges: this
includes all the ingredients which go into the
ice cream and all the containers used for pack
aging purposes. Various worksheets covering
the receipt, usage, and delivery of the products
are balanced off against each other at the
month’s end to determine the book inventory.
This figure is adjusted to the physical count
taken and discrepancies are usually ignored.
Under the caption of prepaid expenses and
deferred charges are insurance premiums, ad
vances against employees salaries, and ad
vances drawn by the partners against the fu
ture determination of periodic profit.
No formal record is kept of accounts pay
able. However, when the balance sheet is pre
pared monthly, the “outside” accountant in
cludes a valuation for payable due to the raw
fluid milk producers for the month.
It is obvious that Company A is not using
the cash basis of accounting. Neither the
partners questioned nor the accountant in
charge of the records were able to give a pre
cise meaning to “cash basis of accounting” as
it applied to this company.
In a cash basis of accounting, using terms
generally accepted by accountants, revenue
is considered earned at the time of collection in
cash, and expense is incurred at the time cash
is disbursed. Implicity involved is the lack of
recognition of income represented by receiv
ables until the receivables are converted into
cash; expense recognition of outstanding obli
gations are ignored; and the place of inventory
in determining income is unacknowledged.
The financial statements of Company A are
definitely not on a cash basis. Although ac
counts receivable do not appear, such items as
inventories, accounts payable, prepaid ex
penses and accrued taxes payable do. A rigid
interpretation of the cash basis of accounting
would allow only the appearance of cash on
the asset side of the balance sheet, balanced
by an equal amount appearing in the owner
ship account of the proprietorship side. There
fore, there can be no question that the account
ing system of this company is not being oper
ated on a cash basis; it is a juxtaposition both
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of the accrual and cash bases. One could pos
sibly defend this system were it to be con
sistent within itself. In this it also fails. Not
so much in that this system fails to provide the
adequate disclosures as called for in the 1957
Statement of Accounting and Reporting Stand
ards for Corporate Financial Statements2,
wherein this statement appears:
The result of transactions occurring within
the period reported on should be presented
in financial statements. The results should be
reported to the extent that a knowledge of
such information is significant . . .

Of fundamentally more importance is the
system’s failure to conform to the generally
accepted accounting principle of recognition
of revenue in the period earned. From the
same 1957 statement, the following quotation
clearly states the position of the accounting
profession:

If a tangible product is furnished by the
enterprise to its customers, revenue should
normally be recognized at the time of sale.
This position is further emphasized in the
1957 statement by the following:

Transactions relating to current operations
should be reported as components of realized
net income of the period. Income determin
ing transactions recognized in the current
period but primarily relating to prior activi
ties should not affect the determination or
reporting of realized net income of the
period.

In the accounting system of Creamery A,
recognition of sales lags one month. Revenues
from the operations of a previous period are
matched against the expenses for the current
period. Roth the recognition of revenue and the
matching of revenue with the appropriate ex
penses are inconsistent with the generally ac
cepted standards. Although these standards
have been established primarily with the cor
porate form in mind, the transfer of the stand
ards to a company operating in the form of a
partnership is acceptable practice.
The company bases its defense of the present
system on its acceptance by both the auditors
of the Internal Revenue Service and by the
California Bureau of Milk Control. The com
pany maintains that until either or both of
these social control agencies object, the system
must be considered acceptable, and therefore,
by inference, meeting the standards set by
generally accepted practice.
2American Accounting Association, “Accounting
and Reporting Standards for Corporate Financial
Statements 1957 Revision,” (Columbus; Ohio State
University, 1957).

for defining the area of coverage appropriate
to a given set of records or reports.

COMPANY B.
Technique-wise, this company maintains a
very smooth operating set of accounting
records. Of the three companies involved, it
does have the largest office staff, and one whose
performance appears on the surface to be
excellent. In maintaining the accounting sys
tem, strong emphasis is placed upon the ac
crual basis, and little deviation is permitted.
A brief survey of some of the accounts will
provide the background for the following dis
cussion.
The buildings and land leased from the un
derlying partnership are included in fixed as
sets, but expense accounts are charged directly
for periodic lease payments. An oddity crops
up in that the company maintains records
which indicate the amount charged as depreci
ation on the items within the fixed asset cate
gory on the tax returns of the individual
partners.
Since the only stock of the corporation is
common stock, issued at par, there is no paidin surplus account. In keeping with the char
acter of the original partnership, there is no
single earned surplus account on the company
books. Earned surplus has been segregated
into three parts; each part is identified with a
specific partner, i.e., Earned Surplus A, Earned
Surplus B, and Earned Surplus C. To confound
the recording system even further, within the
segregated reserves of the company are listed
three drawing accounts, one for each partner.
Monthly financial statements are developed
for all the business units involved. A balance
sheet is formed for each firm, the partnership
and the two corporations. A consolidated bal
ance sheet is made for the two corporations
only. Income statements in consolidated form
are made for only the two corporations. Rev
enue and expenses are shown in major class
totals only, but details appear in separate
schedules. The detailed information on the
schedules is made available to supervisors re
sponsible for the process or department in
volved. Because of the relatively limited capi
tal structure, strong emphasis is placed upon
the flow of funds. This is reflected in the de
sire of the company for a monthly statement
of Application of Funds.
The lack of adherence to generally accepted
accounting principles on the part of this com
pany lies in its complete refusal to pay more
than lip service to the fact that there are three
separate business entities involved. On page
two of the previously mentioned 1957 state
ment, there appears the following:

In the financial statements issued, an attempt
is made to segregate and classify in a manner
which will lead the reader to believe that three
separate economic units are involved. The ac
tual accounting system involved is only one
system, not three. No segregation is maintained
as to the ownership of fixed assets, revenue or
expenses. There is but a single set of books
maintained on a double entry system. A single
bank account serves to handle all receipts and
disbursements. Credit is granted by the bank
upon the basis of a consolidated statement for
all three entities, not for any single one.
In this instance the feeling is that there is no
need to define the area of coverage of reports
or records as limited to any specific enterprise
since the owners of the partnership and the
two corporations are approximately identical.
The financial statements prepared pierce the
corporate veil to report to the individuals
standing behind.
COMPANY C.

This firm being the largest, and part of a
nationwide organization as well, would be ex
pected to and does have very nearly an ideal
accounting system. There is a deviation from
the ideal in that there is some inconsistency
in the methods of accounting for depreciation
expense. All fixed asset items are carried at
cost, with an allowance account for each major
category in this class. Uncommonly, for de
preciation purposes, any additions to, or de
ductions from the fixed assets occurring during
the calendar year are ignored. The total an
nual charge for depreciation is calculated at
the beginning of each year, based upon the
straight line method of computation. Each
month one-twelfth of the total so determined
is recorded on the books, regardless of activity.
This practice is allowed by the Internal
Revenue Service. It is objected to, however,
since the practice followed seems to be based
upon convenience of operation rather than any
attempt to allocate to a period the expense of
that period.
For all other future expense items proration
is made which allocates the expired portion as
an expense, evenly throughout the useful life
span of the items. This is consistently followed
for insurance, office supplies, and similar items.
Therefore, it appears that there is consistency
in handling items within a single account, but
none exists in the method of treatment of
items within a group of similar accounts.
The three creameries involved in this study
show a decided variation in the details of their
(Continued on page 14)

The business entity concept provides the
basis for identifying economic resources and
activities with specific enterprises, and thus
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( Continued from page 11)
bookkeeping systems. This is somewhat to be
expected, considering the economic sizes in
volved, the degree of integration, the business
areas serviced, the ownership structure, the
type of person in the controlling position, et
cetera. Yet all three companies profess to be
gathering economic data in such a manner as
to provide the owner, either directly or through
a hired manager, with the information required
for him to make adequate decisions. The sys
tems are declared to provide useful informa
tion, not just information.
Considering the above declaration, and that
the milk industry in California is a closely
regulated one, it was surprising to find that all
three creameries studied failed in some way to
meet the requirements of generally accepted
accounting principles and procedures. This
failure certainly affected the validity of the
financial statements, i.e., the validity of the
information available for decision making, and
ultimately the appropriateness of the decisions.

making it advisable for the enterprise to con
tract its scope of operations are developed in
section four, along with the accounting treat
ment to be followed to effect such contraction.
Considered here are the ways to reflect de
cline in asset values due to economic condi
tions, extraordinary obsolescence, debt retire
ment and contraction of the investment
equities of the owners.
Following each chapter adequate problems
of varying complexity are given. The illus
trative problems used in the text material have
been compounded with fairly simple numbers,
so the principle is not obscured by the com
plications of computation.
The style throughout is readable, logical
and well organized. Careful reading of this
text should broaden the viewpoint of the
reader, strengthen his understanding of basic
concepts, and make him generally more
cognizant of the problems which must be
faced by our ever expanding accounting pro
fession.

TODAYS WOMAN IN TOMORROW’S
WORLD published by the Women’s Bureau
of the Department of Labor (Bulletin
#276) pp. 124.
The above title was the theme of the con
ference held in Washington, D. C. in June,
1960 to commemorate the 40th anniversary
of the Women’s Bureau. The speakers on the
conference program, as well as the partici
pants in the panel discussions, emphasized the
increasing part women must be prepared to
assume in meeting the manpower needs of
the next decade. James T. O’Connell, Under
Secretary of Labor, predicted “the number
of women at work will increase 25% in the
decade ahead, and by 1970 one out of every
three members of the labor force will be of
the distaff side.”
Another encouraging thought expressed was
that the prejudices against age and sex will
decrease in the years ahead. The mature
woman, planning to re-enter the labor force
after her home duties decrease, was urged
to bring her training up-to-date and be pre
pared to meet current conditions when she
applies for employment.
Various charts are included showing dis
tribution of women in the labor force by
number and age groups, marital status, amount
of college training and other comparative
data. These graphic presentations serve to
highlight the progress that has been made
in the past 40 years.

(Continued from page 8)
have been so willing to give of their time and
talent to help us through a year made diffi
cult by the loss of our President-elect, Betty
Brown.
I will never be able to express the gratitude
I feel toward the other officers and directors
of the American Society of Women Account
ants for their cooperation, encouragement and
support. It has been an honor and a real
privilege to serve as president of such an
organization as the American Society of Wom
en Accountants.
It is a genuine pleasure for me to turn the
leadership of this Society over to one so capa
ble and dedicated as Erma A. Sembach of
Cincinnati Chapter. I am looking forward to
1962-63, our 25th year, as one which will be
truly outstanding.

(Continued from page 12)
imbursement for which there is a reasonable
prospect of recovery.
The Internal Revenue Service has indicated
it will endeavor to expedite refunds in these
situations and suggests that the taxpayer in
filing such an amended return or claim for
refund, attach securely to the front of the
return a statement to the effect that a disaster
loss is claimed.
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